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Income Tax Department
(Edited

by

John B. Niven, C.P.A.)

The revenue act of 1918, which, so far as it relates to income and war
profits taxes, was published in the March number, has now been supple
mented by the issue of new forms and departmental regulations. The
forms themselves are adequately designed and profusely instructed, and
should by themselves either simplify the preparation of the returns or point
out the need of reference to regulations or procurement of expert advice
in involved cases. The regulations for all classes of taxpayers have now
been consolidated in what are known as regulations 45, which supersede
the old regulations 33 and 41. The regulations are divided into four parts,
dealing successively with individuals, corporations, administrative pro
visions and definitions and general provisions. Each part being prefaced
by a list of contents systematically arranged in the order of the relevant
sections of the law, information on any topic is readily located. The
regulations may be obtained from any collector of internal revenue, but
are too extensive for full repetition here. We do, however, print the
table of contents to show the range of subjects covered, and (indicated by
italics in the table of contents) such extracts from the text of the regula
tions as seem to us to embody fundamental principles which are of most
general concern but are not part of the statute itself or set forth in the
forms.
The taxation at 1918 rates of all cash dividends received in 1918 has
occasioned considerable discussion since the passage of the law. The
justification from the statute may be summarized as follows: because
dividends are, by section 213 (a), included in income, and because no pro
vision is found in the law for taxing them at rates different from those
applied to other income (except for the stock dividends referred to in
section 201 (d) ), therefore cash dividends are taxable at the rates for the
years when received as income, and only stock dividends falling within
the period between January 1 and November 1, 1918, are apportionable for
taxation at the rate for the years when earned. It follows that section 201
(e), declaring distributions received in the first sixty days of any taxable
year to have been drawn from the profits of preceding taxable years is
important only in its apportionment of stock dividends for taxation and
in its bearing on the relation of all dividends to the initial invested capital
for any year.
There are several treasury decisions published herewith, one (T. D.
2794) giving comprehensive rulings on how to distinguish a non-resident
alien from a resident alien under all conditions. The others are timely
rulings in regard to the time for filing returns and making payments under
various conditions created by the late passage of the new law, its retro
active effect on taxes already paid on returns previously filed and so forth.
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REGULATIONS 45 RELATING TO THE INCOME TAX AND WAR
PROFITS AND EXCESS PROFITS TAX UNDER TITLES II
AND III OF THE REVENUE ACT OF 1918.

Part I. Income tax on individuals (Sections 210-228)
II. Income tax and war profits and excess profits tax on corporations
A. Income tax (Sections 230-241)
B. War profits and excess profits tax (Sections 300-327)
III. Administrative provisions (Sections 250-261)
IV. Definitions and general provisions (Sections I-206; 1303-1408)
(The section numbers refer to the statute and the article numbers to the
regulations. Subjects italicized are articles printed in full or abbreviated
in the following pages.)
PART I
Income Tax on Individuals
Contents
Section 210. Normal tax
Article 1. Income tax on individuals
2. Normal tax
3. Persons liable to tax
4. Who is a citizen
Section 211. Surtax
Article 11. Surtax
12. Computation of surtax
13. Surtax on the sale of mineral deposits
Section 212. Net income defined
Article 21. Meaning of net income
22. Computation of net income
23. Bases of computation
24. Methods of accounting
25. Accounting period.
26. Change in accounting period
Section 213. (a). Gross income defined: inclusions
Article 31. What included in gross income.
32. Compensation for personal services
33. Long term contracts
34. State contracts
35. Gross income of farmers
36. Sale of stock
37. Sale of patents and copyrights
38. Sale of goodwill and trademarks
39. Sale of personal property on the instalment plan
40. Sale of real estate in lots
41. Sale of real estate involving deferred payments
42. Instalment transactions in real estate
43. Deferred payment sales of real estate not on the instalment
plan
44. Annuities and insurance policies
45. Rent
46. Allocation of income from judgments
47. Loss or damage recovered
48. Replacement fund for losses
49. Application for replacement fund
Section 213 (b). Gross income defined: exclusions
Article 71. What excluded from gross income
72. Proceeds of insurance
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73. Interest upon state obligations
74. Dividends and interest from federal land bank and national
farm loan association
75. Dividends from federal reserve bank
76. Interest upon United States obligations
77. Liberty bond exemption from normal tax (see Journal of
Accountancy, December, 1918)
78. Liberty bond exemption from surtax (see Journal of
Accountancy, December, 1918)
79. Liberty bond exemption in the case of trusts
80. Liberty bond exemption in the case of partnerships and
personal service corporations
81. Income of foreign governments
Section 213 (c). Gross income defined: nonresident alien individual
Article 91. Gross income of nonresident alien individuals
92. Income of nonresident alien individuals not subject to tax
Section 214 (a) (1). Deductions allowed: business expenses
Article 101. Business expenses
102. Cost of materials
103. Repairs
104. Reserve for redemption of trading stamps
105. Compensation for personal services
106. Treatment of excessive compensation
107. Bonuses to employees
108. Pensions
109. Rentals
110. Expenses of farmers
111. Time for deduction of charges
112. Charges to capital account
Section 214(a) (2). Deductions allowed: interest
Article 121. Interest
122. Interest on capital
Section 214 (a)( 3). Deductions allowed: taxes
Article 131. Taxes
132. Federal duties and excise taxes
133. Taxes for local benefits
134. State inheritance taxes
Section 214 (a) (4), (5) and (6). Deductions allowed: losses
Article 141. Losses
142. Voluntary removal of buildings
143. Extraordinary obsolescence
144. Shrinkage in securities and stocks
145. Losses of farmers
Section 214 (a) (7). Deductions allowed: bad debts
Article 151. Bad debts
152. Examples of bad debts
153. Worthless mortgage debt
154. Worthless securities
Article 161. Depreciation
162. Depreciable property
163. Depreciation of intangible property
164. Depreciation of trust property
Section 214 (a) (8). Deductions allowed: depreciation
Article 165. Capital sum returnable through depreciation allowance
166. Method of computing depreciation allowance
167. Modification of method of computing depreciation
168. Depreciation allowance for patent
169. Depreciation of drawings and models
170. Charging off depreciation
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171. Closing depreciation account as to any item
172. Depreciation in the case of farmers
Section 214 (a) (9). Deductions allowed: amortization
Article 181. Property the cost of which may be amortized
182. Cost which may be amortized
183. Amortization period
184. Method of amortization
185. Additional requirements for amortization
186. Redetermination of amortization allowance
187. Information to be furnished by taxpayer
Section 214 (a) (10). Deductions allowed: depletion
Article 201. Depletion of mines, oil and gas wells
202. Capital recoverable through depletion allowance in the case
of owner
203. Capital recoverable through depletion allowance in the case
of lessee
204. Apportionment of deductions between lessor and lessee
205. Determination of cost of deposits
206. Determination of fair market value of deposits
207. Revaluation of deposits not allowed
208. Determination of quantity of ore in mine
209. Determination of quantity of oil in ground
210. Computation of allowance for depletion of mines and oil
wells
211. Computation of allowance for depletion of gas wells
212. Method of computation of depletion of gas wells in the
future
213. Computation of allowance where quantity of oil or gas
uncertain
214. Computation of depletion allowance for combined holdings
of oil and gas wells
215. Depletion of mine based on advance royalties
216. Depletion account on books
217. Statement to be attached to return where depletion of mine
claimed
218. Statement to be attached to return where depletion of oil
or gas claimed
219. Discovery of mine
220. Discovery of oil and gas wells
221. Proof of discovery of oil and gas wells
222. Charges to capital and to expense in the case of mine
223. Charges to capital and to expense in the case of oil and
gas wells
224. Depreciation of improvements in the case of mine
225. Depreciation of improvements in the case of oil and gas
wells
226. Depletion and depreciation of oil and gas wells in years
before 1916
227. Depletion of timber
Article 228. Capital recoverable through depletion allowance in the case
of timber
229. Computation of allowance for depletion of timber
230. Revaluation of stumpage
231. Charges to capital and to expense in the case of timber
232. Depreciation of improvements in the case of timber
233. Statement to be attached to return where depletion of timber
claimed
Section 214 (a) (11). Deductions allowed: charitable contributions
Article 251. Charitable contributions
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Section 214 (a) (12). Deductions allowed: loss in inventory
Article 261. Loss in value of inventory
Section 214 (b). Deductions allowed: nonresident alien individual
Article 271. Nonresident alien individuals
Section 215. Items not deductible
Article 291. Personal and family expenses
292. Living expenses
293. Improvements and betterments
Section 216. Credits allowed
Article 301. Credits against net income
302. Personal exemption of head of family
303. Personal exemption of married person
304. Credit for dependents
305. Nonresident alien individual
Section 217. Nonresident aliens—Allowance of deductions and credits (see
T. D. 2794 herein)
Article 311. Who is a nonresident alien individual
312. Proof of residence of alien
313. Loss of residence by alien
314. Duty of employer to determine status of alien employees
315. Allowance of deductions and credits to nonresident alien
Section 218. Partnerships and personal service corporations
Article 321. Partnerships
322. Partnership making return for fiscal year beginning in 1917
and ending in 1918
323. Partnership making return for fiscal year beginning in 1918
and ending in 1919
324. Personal service corporations
325. Personal service corporation making return on calendar
year basis
326. Taxation of stockholders of personal service corporation
with calendar year
327. Personal service corporation making return for fiscal year
beginning in 1917 and ending in 1918
328. Taxation of stockholders of personal service corporation
with fiscal year ending in 1918
329. Application of different tax rates in the case of fiscal year
ending in 1918
330. Personal service corporation making return for fiscal year
ending in 1919 or later
331. Taxation of stockholders of personal service corporation
with fiscal year ending in 1919
332. Application of different tax rates in the case of fiscal year
ending in 1919
333. Credits allowed stockholders of personal service corporation
Section 219. Estates and trusts
Article 341. Estates and trusts taxed to fiduciary
342. Decedent’s estate during administration
343. Incidence of tax
344. Estates and trusts taxed to beneficiaries
Section 220. Profits of corporations taxable to stockholders
Article 351. Profits of corporations taxable to stockholders
Section 221. Payment of tax at source
Article 361. Withholding tax at source
362. Exemption from withholding
363. Ownership certificates
364. Form of certificate where withholding required
365. Form of certificate where no withholding required
366. Use of substitute certificates
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367. Return of tax withheld
368. Withholding in 1918
369. Release of excess tax withheld
370. Use of information return where no actual withholding
371. Ownership certificates in the case of fiduciaries
372. Withholding in the case of enemies
Section 222. Credit for taxes
Article 381. Analysis of credit for taxes
382. Meaning of terms
383. Conditions of allowance of credit
384. Redetermination of tax when credit proves incorrect
Section 223. Individual returns
Article 401. Individual returns
402. Return of income of minor
403. Return of income of nonresident alien
404. Return of corporate dividends
405. Verification of returns
Section 224. Partnership returns
Article 411. Partnership returns
Section 225. Fiduciary returns
Article 421. Fiduciary returns
422. Return by guardian or committee
423. Returns where two trusts
424. Return by receiver
425. Return for nonresident alien beneficiary
Section 226. Returns where accounting period changed
Article 431. Change in accounting period
Section 227. Time and place for filing return
Article 441. Time for filing return
442. Extension of time for filing return
443. Extension of time for filing return in the case of persons
abroad
444. Extension of time for filing return in the case of enemies
445. Place for filing return
Section 228. Understatement in returns
Article 451. Understatement of income

PART II
Income Tax and War Profits and Excess Profits Tax on Corporations
Contents
A. Income Tax
Section 230. Tax on corporations
Article 501. Income tax on corporations
502. Rates of tax
503. Corporations liable to tax
504. Tax on transportation corporations
Section 231. Conditional and other exemptions
Article 511. Proof of exemption
512. Agricultural and horticultural organizations
513. Mutual savings banks
514. Fraternal beneficiary societies
515. Building and loan associations
516. Cemetery companies
517. Religious, charitable, scientific and educational corporations
518. Business leagues
519. Civic leagues
520. Social clubs
521. Mutual insurance companies and like organizations
522. Cooperative associations
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Section 232. Net income defined
Article 531. Net income
Section 233. Gross income defined
Article 541. Gross income
542. Sale of capital stock
543. Contributions by stockholders
544. Sale of capital assets
545. Income from leased property
546. Gross income of insurance companies
547. Gross income of life insurance companies
548. Gross income of foreign corporations
Section 234. Deductions allowed
Article 561. Allowable deductions
562. Donations
563. Interest
564. Effect of tax-free covenant in bonds
565. Tax on bank stock
566. Discount on corporate bonds
567. Retirement of corporate bonds
568. Depositors’ guaranty fund
569. Deductions allowed insurance companies
570. Reserves of insurance companies
571. Deductions allowed foreign corporations
Section 235. Items not deductible
Article 581. Items not deductible
Section 236. Credits allowed
Article 591. Credits allowed
Section 237. Payment of tax at source
Article 601. Withholding in the case of nonresident foreign corporations
Section 238. Credit for taxes
Article 611. Credit for foreign taxes
Section 239. Corporation returns
Article 621. Returns
622. Returns by receivers
623. Returns of insurance companies
624. Returns of personal service corporations
625. Returns of foreign corporations
626. Use of prescribed forms
Section 240. Consolidated returns
Article 631. Affiliated corporations
632. Consolidated returns
633. When corporations are affiliated
634. Change in ownership during taxable year
635. Corporation deriving chief income from government con
tracts
636. Domestic corporation affiliated with foreign corporation
637. Consolidated net income of affiliated corporations
638. Different fiscal years of affiliated corporations (See T. D.
2805 herein)
Section 241. Time and place for filing returns
Article 651. Time for filing returns
652. Last due date
B. War Profits and Excess Profits Tax
Section 300. General definitions
Article 701. War profits and excess profits tax
Section 301. Imposition of tax
Article 711. Imposition of tax
712. Computation of tax for 1918
713. Computation of tax for years after 1918
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Computation of tax on income from government contracts
Allocation of net income to particular source
Illustration of computation of tax
Illustration of computation where no tax under third bracket
Illustration of computation where excess profits credit not
exhausted under first bracket
719. Illustration of computation where net income derived from
government contract
720. Illustration of computation where return for period of less
than 12 months
Section 302. Limitation of tax
Article 731. Short form of computation of limitation
732. Illustration of computation of limitation
Section 303. Tax when partly personal service business
Article 741. Apportionment of invested capital and net income
742. Computation of tax upon net income
743. Illustration of computation of tax
Section 304. Exemptions
Article 751. Corporations exempt from tax
752. Net income exempt from tax
753. Illustration of computation of tax where net income from
gold mining
Section 305. Apportionment of specific exemption
Article 761. Apportionment of specific exemption
Section 310. Pre-war period
Article 771. Pre-war period
Section 311. War profits credit
Article 781. War profits credit
782. War profits credit where meager pre-war net income
783. War profits credit where no pre-war period
784. War profits credit where no pre-war period in special cir
cumstances
785. War profits credit in the case of foreign or affiliated cor
porations
Section 312. Excess profits credit
Article 791. Excess profits credit
Section 320. Net income
Article 801. Net income
802. Pre-war net income of affiliated corporations
Section 325. Terms relating to invested capital
Article 811. Intangible and tangible property
812. Borrowed capital: securities
813. Borrowed capital: amounts left in business
814. Borrowed capital: other illustrations
815. Inadmissible assets
816. Inadmissible assets: government bonds
817. Inadmissible assets: partial exception
818. Admissible assets
Section 326. Invested capital
Article 831. Meaning of invested capital
832. Cash paid in: bonus stock
833. Tangible property paid in: evidences of indebtedness
834. Tangible property paid in: inadmissible assets
835. Tangible property paid in: mixture of tangible and intangi
ble property
836. Tangible property paid in: value in excess of par value of
stock
837. Surplus and undivided profits: paid-in surplus
838. Surplus and undivided profits: earned surplus
714.
715.
716.
717.
718.
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839. Surplus and undivided profits allowance for depletion and
depreciation
840. Surplus and undivided profits: additions to surplus account
841. Surplus and undivided profits: limitation of additions to
surplus account
842. Surplus and undivided profits: property paid in and subse
quently written off
843. Surplus and undivided profits: patents
844. Surplus and undivided profits: reserve for depreciation or
depletion
845. Surplus and undivided profits: reserve for income and ex
cess profits taxes
846. Surplus and undivided profits: insurance on officers
847. Surplus and undivided profits: property taken for debt
848. Surplus and undivided profits: discount on sale of bonds
849. Surplus and undivided profits: miscellaneous
850. Surplus and undivided profits: current profits
851. Intangible property paid in
852. Percentage of inadmissible assets
853. Changes in invested capital during year
854. Computation of average invested capital
855. Invested capital for full year or less
856. Illustration of return for fractional part of year
857. Method of determining available net income
858. Effect of ordinary dividend
859. Effect of stock dividend
860. Impairment of capital
861. Surrender of stock
862. Purchase of stock
863. Invested capital and other measures of capital
864. Affiliated corporations: invested capital
865. Affiliated corporations : intangible property paid in
866. Affiliated corporations: inadmissible assets
867. Affiliated corporations: stock of subsidiary acquired for cash
868. Affiliated corporations: stock of subsidiary acquired for stock
869. Affiliated corporations: invested capital for pre-war period
Section 327. Special cases
Article 901. Treatment of special cases
Section 328. Computation of tax in special cases
Article 911. Computation of tax in special cases
912. Determination of first installment of tax in special cases
Section 330. Reorganizations
Article 931. Scope of reorganizations
932. Net income and invested capital of predecessor partnership
or individual
933. Election to be taxed as corporation
934. Adjustment for asset differently valued in pre-war invested
capital
Section 331. Valuation of assets upon reorganization
Article 941. Valuation of asset upon change of ownership
Section 335. Fiscal years ending in 1918 or 1919
Article 951. Fiscal year with different rates
952. Fiscal year of corporation ending in 1918
953. Deductions and credits in the case of fiscal year ending in
1918
954. Fiscal year of corporation ending in 1919
955. Illustration of computation of tax for fiscal year
Section 336. Returns
Article 961. Returns
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Section 337. Sale of mineral deposits
Article 971. Tax on sale of mineral deposits
972. Illustration of computation of tax
PART III

Administrative Provisions
Section 250. Payment of taxes
Article 1001. Time for payment of tax
1002. Payment of tax when no proper return
1003. Interest on tax
1004. Penalty for failure to file return
1005. Penalty for understated return
1006. Penalty for nonpayment of tax
1007. Notice and demand of payment
1008. Collection of tax by suit
1009. Collection of tax by distraint
1010. Enforcement of tax lien by bill in equity
1011. Compromise of tax cases
1012. Assessment of tax
1013. Declaration of termination of taxable period
Section 251. Receipts for taxes
Article 1021. Receipts for tax payments
Section 252. Refunds
Article 1031. Authority for abatement and refund of taxes
1032. Claims for abatement of taxes erroneously assessed
1033. Claims for abatement of uncollectible taxes
1034. Claims for refund of taxes erroneously collected
1035. Suits for recovery of taxes erroneously collected
1036. Claims for refund of sums recovered by suit
Section 253. Penalties
Article 1041. Specific penalties
Section 254. Returns of payments of dividends
Article 1051. Return of information as to payments of dividends
Section 255. Returns of brokers
Article 1061. Return of information by brokers
Section 256. Information at source
Article 1071. Return of information as to payments of $1,000
1072. Information as to payments to employees
1073. Cases where no return of information is required
1074. Return of information as to interest on corporate bonds
1075. Return of information as to payments to nonresident aliens
1076. Source of information as to foreign items
1077. Ownership certificates for foreign items
1078. Return of information as to foreign items
1079. Information as to actual owner
Section 257. Returns to be public records
Article 1091. Inspection of returns
1092. Inspection of returns by state
1093. Inspection of returns by stockholder
1094. Penalties for disclosure of returns
Section 258. Publication of statistics
Article 1101. Statistics of income
Section 259. Collection of foreign items
Article 1111. License to collect foreign items
Section 260. Citizens of United States possessions
Article 1121. Status of citizen of United States possession
Section 261. Porto Rico and Philippine Islands
Article 1131. Income tax in Porto Rico and Philippine Islands
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1132. Taxation of individuals between United States and Porto
Rico and Philippine Islands
1133. Taxation of corporations between United States and Porto
Rico and Philippine Islands

PART IV
Definitions and General Provisions
Section 1. General definitions
Article 1501. Persons
1502. Associations
1503. Association distinguished from partnership
1504. Association distinguished from trust
1505. Limited partnership as partnership
1506. Limited partnership as corporation
1507. Joint ownership and joint adventure
1508. Domestic and foreign persons
Section 200. Definitions
Article 1521. Fiduciary
1522. Fiduciary distinguished from agent
1523. Personal service corporation
1524. Personal service corporation: certain corporations excluded
1525. Personal services rendered by personal service corporation
1526. Personal services rendered by personal service corporation:
more than one business
1527. Activities of stockholders of personal service corporation
1528. Activities of stockholders of personal service corporation:
conduct of affairs
1529. Activities of stockholders of personal service corporation:
stock interest required
1530. Activities of stockholders of personal service corporation:
change in ownership
1531. Capital of personal service corporation
1532. Capital of personal service corporation: inference from use
1533. “Taxable year,” “withholding agent,” and “paid”
Section 201. Dividends
Article 1541. Dividends
1542. Distributions which are not dividends
1543. Dividends paid in property
1544. Stock dividends
1545. Stock dividends of 1918
1546. Sale of stock received as dividend
1547. Distribution in liquidation
1548. Distribution from depletion or depreciation reserve
Section 202. Basis for determining gain or loss
Article 1561. Basis for determining gain or loss from sale
1562. Sale of property acquired by gift
1563. Exchanges of property
1564. Determination of gain or loss from exchange of property
1565. Exchange for different kinds of property
1566. Exchange of stock for other stock of no greater greater
par value
1567. Exchange of stock for other stock of greater par value
Section 203. Inventories
Article 1581. Need of inventories
1582. Valuation of inventories
1583. Inventories at cost
1584. Inventories at market
1585. Inventories by dealers in securities
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Section 204. Net losses
Article 1601. Scope of net losses
1602. Claim for allowance of net loss
1603. Allowance of net loss
Section 205. Fiscal year with different rates
Article 1621. Fiscal year with different rates
1622. Fiscal year of corporation ending in 1918
1623. Deductions and credits in the case of fiscal year ending in
1918
1624. Fiscal year of individual ending in 1918
1625. Fiscal year of corporation or individual ending in 1919
Section 206. Parts of income subject to rates for different years
Article 1641. Parts of income subject to rates for different years
1642. Stock dividend subject to rates for different years
Section 1301. Advisory tax board
Article 1701. Submission of questions to advisory tax board
1702. Procedure before advisory tax board
Section 1305. Extension of existing statutes
Article 1711. Aids to collection of tax
Section 1313. Fractional part of cent
Article 1721. When fractional part of cent may be disregarded
Section 1314. Medium of payment of tax
Article 1731. Payment of tax by certificates of indebtedness
1732. Procedure with respect to certificates of indebtedness
1733. Payment of tax by uncertified checks
1734. Procedure with respect to dishonored checks
Section 1318. Jurisdiction of district courts
Section 1320. Deposit of United States bonds as security
Section 1400. Repeal of former acts
Section 1402. Validating provision
Section 1405. Citation of act
Section 1408. Inspection of government contracts
Section 1309. Authority for regulations
Article 1800. Promulgation of regulations
PART I.
Income Tax on Individuals

Art. 21. Meaning of net income.—Tax imposed by the statute is upon
income. In the computation of the tax various classes of income must be
considered: (a) Income (in the broad sense), meaning all wealth which
flows in to the taxpayer other than as a mere return of capital. It includes
the forms of income specifically described as “gains and profits,” including
gains derived from the sale or other disposition of capital assets. It is not
limited to cash alone, for the statute recognizes as income-determining
factors other items, among which are inventories, accounts receivable,
property exhaustion and accounts payable for expenses incurred. See
sections 202 (a), 213 (a), and 214 (a) of the statute. (b) Gross income,
meaning income (in the broad sense) less income which is by statutory
provision or otherwise exempt from the tax imposed by the statute. See
section 213. (c) Net income, meaning gross income less statutory deduc
tions. The statutory deductions are in general, though not exclu
sively, expenditures, other than capital expenditures, connected with
the production of income. See sections 214 and 215 (d) Net
income less credits. See section 216 and articles 301-305. The
surtax is imposed upon net income; the normal tax upon net income
less credits. Though taxable net income is wholly a statutory conception
it follows, subject to certain modifications as to exemptions and as to
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some of the deductions, the lines of commercial usage. Statutory “net
income” is, subject to those modifications, commercial “net income.” This
appears from the fact that ordinarily it is to be computed in accordance
with the method of accounting regularly employed in keeping the books
of the taxpayer. For instances in which net income is not to be computed
in accordance with the taxpayer’s method of accounting see articles 22 and
23. As to net income of corporations see sections 232-236 of the statute.
Art. 22. Computation of net income.—Net income must be computed
with respect to a fixed period. Ordinarily that period is twelve months
and is known as the “taxable year.” Items of income and of expenditures
which as gross income and deductions are elements in the computation of
net income need not be in the form of cash. It is sufficient that such items,
if otherwise properly included in the computation, can be valued in terms
of money. The time as of which any item of gross income or any deduc
tion is to be accounted for must be determined in the light of the funda
mental rule that the computation shall be made in such a manner as clearly
reflects the taxpayer’s income. If the method of accounting regularly em
ployed by him in keeping his books clearly reflects his income, it is to be
followed with respect to the time as of which items of gross income and
deductions are to be accounted for. If the taxpayer does not regularly
employ a method of accounting which clearly reflects his income, the com
putation shall be made in such manner as in the opinion of the commis
sioner clearly Reflects it.
Art. 23. Bases of computation.—Approved standard methods of ac
counting will ordinarily be regarded as clearly reflecting income. A method
of accounting will not, however, be regarded as clearly reflecting income
unless all items of gross income and all deductions are treated with rea
sonable consistency. See section 200 of the statute for definitions of
“paid,” “paid or accrued,” and “paid or incurred.” All items of gross in
come shall be included in the gross income for the taxable year in which
they are received by the taxpayer, and deductions taken accordingly,
unless in order clearly to reflect income such amounts are to be properly
accounted for as of a different period. See section 213 of the statute. A
taxpayer is deemed to have received items of gross income which have been
credited or made available to him without restriction. On the other hand,
appreciation in value of property is not even an accrual of income to a
taxpaper prior to the realization of such appreciation through conversion
of the property.
Art. 24. Methods of accounting.—It is recognized that no uniform
method of accounting can be prescribed for all taxpayers, and the law
contemplates that each taxpayer shall adopt such forms and systems of
accounting as are in his judgment best suited to his purpose. Each taxpayer
is required by law to make a return of his true income. He must, there
fore, maintain such accounting records as will enable him to do so. See
section 1305 of the statute and article 1711. Among the essentials are the
following:
(1) In all cases in which the production, purchase or sale of mer
chandise of any kind is an income-producing factor inventories of the
merchandise on hand (including finished goods, work in process, raw
materials and supplies) should be taken at the beginning and end of the
year and used in computing the net income of the year;
(2) Expenditures made during the year should be properly classified as
between capital and income, that is to say that expenditures for items of
plant, equipment, etc., which have a useful life extending substantially
beyond the year should be charged to a capital account and not to an
expense account; and
(3) In any case in which the cost of capital assets is being recovered
through deductions for wear and tear, depletion or obsolescence any ex
penditure (other than ordinary repairs) made to restore the property or

284

Income Tax Department
prolong its useful life should be charged against the property account or
the appropriate reserve and not against current expenses.
Art. 31. What included in gross income.—Gross income includes in
general compensation for personal service, professional and business in
come, profits from sales of property, interest, rent, dividends, and gains,
profits and income derived from any source whatever, unless exempt from
tax by law. Profits derived from sales in foreign commerce are taxable.
Income may be in the form of cash or of property. See sections 201 and
202 of the statute and articles 1541-1548 and 1561-1567.
Art. 33. Long term contracts.—Persons engaged in contracting opera
tions, who have uncompleted contracts, in some cases perhaps running for
periods of several years, will be allowed to prepare their returns so that
the gross income will be arrived at on the basis of completed work; that
is, on jobs which have been finally completed any and all moneys received
in payment will be returned as income for the year in which the work was
completed. If the gross income is arrived at by this method, the deduction
from gross income should be limited to the expenditures made on account
of such completed contracts. Or the percentage of profit from the contract
may be estimated on the basis of percentage of completion, in which case
the income to be returned each year during the performance of the con
tract will be computed upon the basis of the expenses incurred on such
contract during the year; that is to say, if one-half of the estimated ex
penses necessary to the full performance of the contract are incurred
during one year, one-half of the gross contract price should be returned
as income for that year. Upon the completion of a contract if it is found
that as a result of such estimate or apportionment the income of any year
or years has been overstated or understated, the taxpayer should file
amended returns for such year or years.
Art. 36. Sale of stock.—When shares of stock in a corporation are sold
from lots purchased at different times and at different prices and the
identity of the lots can not be determined, the stock sold shall be charged
against the earliest purchases of such stock. The excess of the amount
realized on the sale over the cost of the stock, or its fair market value
as of March 1, 1913, if purchased before that date, will be the profit to be
accounted for as income.
Art 39. Sale of personal property on the installment plan.—Dealers in
personal property ordinarily sell either for cash, or on the personal credit
of the buyer, or on the installment plan. The general purpose and effect
being the same in all plans, it is desirable that a uniformly appli
cable rule be established. The rule prescribed is that in the sale
or contract for sale of personal property on the installment plan, whether
or not title remains in the vendor until the propetry is fully paid for, the
income to be returned by the vendor will be that proportion of each install
ment payment which the gross profit to be realised when the property is
paid for bears to the gross contract price.
Art. 40. Sale of real estate in lots.—Where a tract of land is pur
chased with a view to dividing it into lots or parcels of ground to be sold
as such, the entire value as of March 1, 1913, or cost, if acquired subse
quently to that date, shall be equitably apportioned to the several lots or
parcels and made a matter of record in the books of the taxpayer, to the
end that any gain derived from the sale of any such lots or parcels may
be returned as income for the year in which the sale was made. This rule
contemplates that there will be a measure of gain or loss in every lot or
parcel sold, and does not contemplate that the capital invested in the entire
tract shall be extinguished before any taxable income shall be returned.
The sale of each lot or parcel will be treated as a separate transaction and
the gain or loss will be accounted for accordingly.
Art. 105. Compensation for personal services.—Among the ordinary
and necessary expenses paid or incurred in carrying on any trade or busi-

285

The Journal of Accountancy
ness may be included a reasonable allowance for salaries or other com
pensation for personal services actually rendered. The test of deducti
bility in the case of compensation payments is whether they are reason
able and are in fact payments purely for services.
Art. 107. Bonuses to employees.—Gifts or bonuses to employees will
constitute allowable deductions from gross income when such payments
are made in good faith and as additional compensation for the services
actually rendered by the employees, provided such payments, when added
to the stipulated salaries, do not exceed a reasonable compensation for
the services rendered. Donations made to employees and others, which
do not have in them the element of compensation or are in excess of
reasonable compensation for services, are considered gratuities and are
not deductible from gross income.
Art. 108. Pensions.—Amounts paid for pensions to retired employees
or to their families or others dependent upon them, or on account of
injuries received by employees, and lump sum amounts paid as compensa
tion for injuries are proper deductions as ordinary and necessary expenses.
Art. 109. Rentals.—Where a leasehold is acquired for a specified sum,
the purchaser may take as a deduction in his return an aliquot part of such
sum each year, based on the number of years the lease has to run. Taxes
paid by a tenant to or for a landlord for business property are additional
rent and constitute a deductible item to the tenant and taxable income to
the landlord, the amount of the tax being deductible by the latter. The
cost of erecting buildings or permanent improvements on ground leased
by a taxpayer is additional rental and is therefore a proper deduction
from gross income, provided such buildings and improvements under the
terms of the lease revert to the owner of the ground at the expiration of
the lease. In such a case the cost will be prorated according to the number
of years constituting the term of the lease. The lessee will not be per
mitted to deduct from gross income any depreciation with respect to such
buildings, but the cost of incidental repairs necessary to keep them in an
efficient condition for the purposes of their use may be deducted. If,
however, the life of the improvement is less than the life of the lease,
depreciation may be taken by the lessee instead of treating the cost as rent.
Art. 111. Time for deduction of charges.—Each year's return, so far
as practicable, both as to gross income and deductions therefrom, should
be complete in itself, and taxpayers are expected to make every reason
able effort to ascertain the facts necessary to make a correct return. The
expenses, liabilities, or deficit of one year can not be used to reduce the
income of a subsequent year. A person making returns on an accrued
basis has the right to deduct all authorized allowances, whether paid in
cash or set up as a liability, and it follows that if he does not within any
year pay or accrue certain of his expenses, interest, taxes, or other charges,
and makes no deduction therefor, he can not deduct from the income of
the next or any subsequent year any amounts then paid in liquidation of
the previous year’s liabilities. A loss from theft or embezzlement occur
ring in one year and discovered in another is deductible only for the year
of its occurrence. Any amount paid pursuant to a judgment or otherwise
on account of damages for personal injuries, patent infringement, or
otherwise, is deductible from gross income when the claim is liquidated
or put in judgment or actually paid, less any amount of such damages as
may have been compensated for by insurance or otherwise. If subse
quently thereto, however, a taxpayer has for the first time ascertained the
amount of a loss sustained during a prior .taxable year and not deducted
from the gross income therefor, he may render an amended return for
such preceding taxable year, including such amount of loss in the deduc
tions from gross income, and may file a claim for refund of the excess
tax paid by reason of the failure to deduct such loss in the original return.
See section 252 of the statute and articles 1031-1036.
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Art. 121. Interest paid or accrued within the year on indebtedness
may be deducted from gross income. But interest on indebtedness in
curred or continued to purchase or carry securities, such as municipal
bonds, the interest upon which is exempt from tax, is not deductible.
However, this exception does not apply to obligations of the United States
issued after September 24, 1917, which include the Liberty bonds of the
second and subsequent issues, and interest on indebtedness incurred to
purchase such obligations is deductible pursuant to the general rule. Pay
ments made for Maryland or Pennsylvania ground rents are not deductible
as interest.
Art. 122. Interest on capital.—Interest calculated as being a charge
against income on account of capital or surplus invested in the business,
but which does not represent a payment on an interest-bearing obligation,
is not an allowable deduction from gross income; that is to say, the inter
est which the money might earn if otherwise invested is not a deductible
charge against income.
Art. 143. Extraordinary obsolescence.—When through some change
in business conditions the usefulness in the business of some or all of the
capital assets is suddenly terminated, so that the taxpayer discontinues the
business or discards such assets permanently from use in the business, he
may claim as a loss for the year in which he takes such action the differ
ence between the cost or value as of March 1, 1913, of any asset so dis
carded (less any depreciation allowances) and its salvage value remaining.
This exception to the rule requiring a sale or other disposition of property
in order to establish a loss requires proof of some unforeseen cause by
reason of which the property must be prematurely discarded, as, for ex
ample, where machinery or other property must be replaced by a new in
vention, or where an increase in the cost of or other change in the manu
facture of any product makes it necessary to abandon such manufacture, to
which special machinery is exclusively devoted, or where new legislation
directly or indirectly makes the continued profitable use of the property
impossible. This exception does not extend to a case where the useful
life of property terminates solely as a result of those gradual processes for
which depreciation allowances are authorized. It does not apply to in
ventories or to other than capital assets. The exception applies to build
ings only when they are permanently abandoned or permanently devoted
to a radically different use, and to machinery only when its use as such
is permanently abandoned. Any loss to be deductible under this exception
must be charged off on the books and fully explained in returns of in
come. This article is not intended to cover cases calling for the applica
tion of articles 181-187.
Art. 144. Shrinkage in securities and stocks.—A person possessing
securities, such as stocks and bonds, can not deduct from gross income
any amount claimed as a loss on account of the shrinkage in value of such
securities through fluctuation of the market or otherwise. The loss allow
able in such cases is that actually suffered when the securities mature or
are disposed of. See, however, article 154. In the case of banks or other
corporations which are subject to supervision by state or federal authori
ties, and which in obedience to the orders of such supervisory officers
charge off as losses amounts representing an alleged shrinkage in the
value of property, the amounts so charged off do not constitute allowable
deductions. The foregoing applies only to owners and investors, and not
to dealers in securities, as to whom see article 1585. However, if stock
of a corporation becomes worthless, its cost or its fair market value as of
March 1, 1913, if acquired prior thereto, may be deducted by the owner in
the taxable year in which the stock was ascertained to be worthless and
charged off, provided a satisfactory showing of its worthlessness be made
as in the case of bad debts. See article 151.
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Art. 151. Bad debts.—Accounts merely written down and debts recog
nized as worthless prior to the beginning of the taxable year are not de
ductible. Where all the surrounding and attendant circumstances indicate
that a debt is worthless and uncollectible and that legal action to enforce
payment would in all probability not result in the satisfaction of execution
on a judgment, a showing of these facts will be sufficient evidence of the
worthlessness of the debt for the purpose of deduction. Bankruptcy may
or may not be an indication of the worthlessness of the debt, and actual
determination of worthlessness in such a case is sometimes possible before
and at other times only when a settlement in bankruptcy shall have been
had. Where a taxpayer ascertained a debt to be worthless and charged
it off in one year, the mere fact that bankruptcy proceedings instituted
against the debtor are terminated in a later year confirming the conclusion
that the debt is worthless will not authorize shifting the deduction to such
later year. In the case of debts existing prior to March 1, 1913, only their
value on that date may be deducted upon subsequently ascertaining them
to be worthless.
Art. 153. Worthless mortgage debt. — Where under foreclosure a
mortgagee buys in the mortgaged property and credits the indebtedness
with the purchase price, the difference between the purchase price and
the indebtedness will not be allowable as a deduction for a bad debt, for
the property which was security for the debt stands in the place of the
debt. The determination of loss in such a situation is deferred until the
property is disposed of. Only where a purchaser for less than the debt is
another than the mortgagee may the difference between the debt and the
net proceeds from the sale be deducted as a bad debt.
Art. 154. Worthless securities.—Where bonds purchased before March
1, 1913, depreciated in value between the date of purchase and that date,
and were in a later year ascertained to be worthless and charged off, the
owner is entitled to a deduction in that year equal to the value of the
bonds on March 1, 1913. Bonds purchased since February 28, 1913, when
ascertained to be worthless, may be treated as bad debts to the amount
actually paid for them, but not exceeding their amortized value if pur
chased at a premium. Bonds of an insolvent corporation secured only by
a mortgage from which on foreclosure nothing is realized for the bond
holders are regarded as ascertained to be worthless not later than the year
of the foreclosure sale, and no deduction for a bad debt is allowable in
computing a bondholder’s income for a subsequent year. To authorize a
deduction for a bad debt on account of notes held prior to March 1, 1913,
their value on that date must be established.
Deductions Allowed: Depreciation. (Sec. 214, a-8.)
Art. 161. Depreciation.—A reasonable allowance for the exhaustion,
wear and tear, and obsolescence of property used in the trade or business
may be deducted from gross income. The proper allowance for such
depreciation of any property used in the trade or business is that amount
which should be set aside for the taxable year in accordance with a con
sistent plan by which the aggregate of such amounts for the useful life of
the property in the business will suffice, with the salvage value, at the end
of such useful life to provide in place of the property its cost, or its value
as of March 1, 1913, if acquired by the taxpayer before that date.
Art. 166. Method of computing depreciation allowance.—The capital
sum to be replaced should be charged off over the useful life of the prop
erty either in equal annual installments or in accordance with any other
recognized trade practice, such as an apportionment of the capital sum
over units of production. Whatever plan or method of apportionment is
adopted must be reasonable and should be described in the return.
Art. 167. Modification of method of computing depreciation.—If it
develops that the useful life of the property has been underestimated, the
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plan of computing depreciation should be modified and the balance of the
cost of the property, or its fair market value as of March I, 1913, not al
ready provided for through a depreciation reserve, should be spread over
the estimated remaining life of the property. A taxpayer who in com
puting depreciation allowances in returns for years prior to 1918 has not
taken ordinary obsolescence into consideration may for the year 1918 and
subsequent years revise the estimate of the useful life of any property so as
to allow for such future obsolescence as may be expected from experience to
result from the normal progress of the art No modification of the
method should be made on account of changes in the market value of the
property from time to time, such as, on the one hand, loss in rental value
of buildings due to deterioration of the neighborhood, or, on the other,
appreciation due to increased demand. The conditions affecting such
market values should be taken into consideration only so far as they
affect the estimate of the useful life of the property.
Art. 170. Charging off depreciation.—A depreciation allowance, in
order to constitute an allowable deduction from gross income, must be
charged off. The particular manner in which it shall be charged off is not
material, except that the amount measuring a reasonable allowance for
depreciation must be either deducted directly from the book value of the
assets or preferably credited to a depreciation reserve account, which
must be reflected in the annual balance-sheet. The allowances should be
computed and charged off with express reference to specific items, units,
or groups of property, each item or unit being considered separately or
specifically included in a group with others to which the same factors
apply. The taxpayer should keep such records as to each item or unit of
depreciable property as will permit the ready verification of the factors
used in computing the allowance for each year for each item, unit or group.
Art. 181. Property the cost of which may be amortized.—The tax
payer may make a reasonable deduction from gross income not in excess
of a sum sufficient to extinguish the cost of buildings, machinery, equip
ment, or other facilities constructed, erected, installed, or acquired on or
after April 6, 1917, for the production of articles contributing to the
prosecution of the present war, and of vessels constructed or acquired on
or after such date for the transportation of articles or men contributing
to the prosecution of the present war. A deduction on account of amor
tization will be allowed only in the case of enterprises or projects falling
within the class of activities contributing to the prosecution of the present
war. See also section 204 of the statute and articles 1601-1603.
Part I—Income Tax on Individuals
Art. 182. Cost which may be amortized.—The total amount to be
extinguished by amortization is the difference between the original cost
to the taxpayer of the property and its value to the taxpayer at the close
of the amortisation period (a) for sale or (b) for use, immediate or
prospective, as part of the plant or equipment of a going business, which
ever value is the larger, less any amounts otherwise deducted or deductible
for wear, tear, obsolescence and loss. In the case of property the con
struction or installation of which was commenced before April 6, 1917,
and completed subsequently to that date, amortization will be allowed with
respect only to the cost incurred on or after April 6, 1917.
Art. 183. Amortization period.—The period over which the deduction
allowed is to be spread, or during which it is to be amortized, is the
estimated period between the date of acquisition or completion of the
property and the date upon which either (a) the property will become
useless or (b) the taxpayer will be able to earn by operation or use a
normal return upon the unamortized cost, whichever date is the earlier.
Art. 184. Method of amortization.—The proportion of allowable deduc
tion to be allocated to each taxable year of the amortization period will be,
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as nearly as may be determined, the same proportion which the net income
or profit derived during such taxable year bears to the entire net income
or profit derived during the amortization period from the operation or
use of such property.
Art. 185. Additional requirements for amortization.—Claims for amor
tization must be unmistakably differentiated in the return from all other
claims for wear, tear, obsolescence, and loss. No such claim will be
allowed unless it is reflected in any accounts submitted by the taxpayer
to stockholders and in any credit statements by the taxpayer to banks,
and is given full effect on his financial books of account.
Art. 201. Depletion of mines, oil and gas wells.—A reasonable deduc
tion from gross income for the depletion of natural deposits and for the
depreciation of improvements is permitted, based (a) upon cost, if
acquired after February 28, 1913, or (b) upon the fair market value as
of March 1, 1913, if acquired prior thereto, or (c) upon the fair market
value within 30 days after the date of discovery in the case of mines, oil
and gas wells discovered by the taxpayer after February 28, 1913, where
the fair market value is materially disproportionate to the cost. The
essence of this provision is that the owner of such property, whether it be
a leasehold or freehold, shall secure through an aggregate of annual
depletion and depreciation deductions a return of the amount of capital
invested by him in the property, or in lieu thereof an amount equal to
the fair market value as of March 1, 1913, of the properties owned prior
to that date, or an amount equal to the fair market value within 30 days
after the date of discovery of mines, oil or gas wells discovered by the
taxpayer on or after March 1, 1913, and not acquired as the result of
purchase of a proven tract or lease, where the fair market value of the
property is materially disproportionate to the cost; plus in any case the
subsequent cost of plant and equipment (less salvage value), and under
ground and overground development, which is not chargeable to current
operating expense, but not including land values for purposes other than
the extraction of minerals. Operating owners, lessors, and lessees are
entitled to deduct an allowance for depletion, but a stockholder in a
mining or oil or gas corporation is not.
Art. 227. Depletion of timber.—A reasonable deduction from gross
income for the depletion of timber and for the depreciation of improve
ments is permitted, based (a) upon cost if acquired after February 28,
1913, or (b) upon the fair market value as of March 1, 1913, if acquired
prior thereto. The essence of this provision is that the owner of timber
property, whether it be a leasehold or a freehold, shall secure through an
aggregate of annual depletion and depreciation deductions a return of the
amount of capital invested by him in the property, or in lieu thereof an
amount equal to its fair market value as of March 1, 1913, plus in any
case the subsequent cost of plant, equipment, and development which
is not chargeable to current operating expenses, but not including cut-over
land values.
Deductions Allowed: Loss in Inventory (Sec. 214, a-12)
Art. 261. Loss in value of inventory.—Losses under this paragraph
relate only to a redetermination of the value of inventories taken at the
close of the taxable year 1918. Such redetermination of value may be
made (a) before the date of filing a return for that year, in which case
the claim should be filed with the return, or (b) if no such claim is filed
with the return, a claim may be filed subsequently thereto with the
collector. Each claim should state the name and address of the taxpayer
and should contain a concise statement of the amount of the loss sus
tained and the basis upon which it has been computed, together with all
pertinent facts necessary to enable the commissioner to determine the
allowability of the claim. Each claim should be supported by an affidavit,
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and after one claim has been allowed no further claim can be considered
To be allowed such inventory loss must be substantial in amount and
represent either (a) a realization by sale of goods taken in the inventory
or (b) a shrinkage in market price (and such shrinkage must show sound
evidence of permanency) of goods taken in the inventory and unsold at
the date of the claim. In determining whether a loss has been realized!
by the sale of goods taken in the inventory, all sales made subsequent
to the date of the inventory will be deemed to have been made from the
inventoried stock until such inventoried stock is exhausted. No claim will
be allowed for any loss of anticipated profits.
Art. 431. Return when accounting period changed.—No return can
be made for a period of more than 12 months. A separate return for
a fractional part of a year is therefore required wherever there is a
change, with the approval of the commissioner, in the basis of computing
net income or wherever a taxpayer makes his first return of income on
the basis of a fiscal year.
Time and Place for Filing Return (Sec. 227)
Art. 441. Time for filing return.—Returns of income must be made
on or before the fifteenth day of March following the taxable year,
except that returns on the basis of a fiscal year other than the calendar
year must be made on or before the fifteenth day of the third month
following the close of the fiscal year.

PART II A.
Income Tax on Corporations.
Tax on Corporations (Sec. 230).
Art. 531. Net income.—The net income of corporations is determined
in general in the same manner as the net income of individuals, but the
deductions allowed corporations are not precisely the same as those
allowed individuals. See sections 233, 234 and 235 of the statute. The
net income of corporations is computed on the same basis as to accounting
periods as the net income of individuals. See sections 212 and 226 and
articles 21-26 and 431.
Art. 541. Gross income.—The gross income of a corporation for
the purpose of the tax in general includes and excludes the same things
as the gross income of an individual.
Art. 542. Sale of capital stock.—The proceeds from the original sale
by a corporation of its shares of capital stock, whether such proceeds are
in excess of or less than the par value of the stock issued, constitute the
capital of the company. If the stock is sold at a premium, the premium is
not income. Likewise, if the stock is sold at a discount, the amount of
the discount is not a loss deductible from gross income. If, for the pur
pose of enabling a corporation to secure working capital or for any other
purpose, the stockholders donate or return to the corporation to be resold
by it certain shares of stock of the company previously issued to them,
the sale of such stock will be considered a capital transaction and the
proceeds of such sale will be treated as capital and will not constitute
income of the corporation. If, however, treasury stock, meaning stock
previously issued by the corporation and repossessed by it through pur
chase or otherwise and then carried on its books as an asset, is resold at
a price in excess of its cost or value upon repossession, such excess shall
be returned as income for the year in which resold. Unissued stock is
not treasury stock. A corporation realizes no gain or loss from the pur
chase of its own stock.
Art. 543. Contributions by stockholders.—Where a corporation requires
additional funds for conducting its business and obtains such needed
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money through voluntary pro rata payments by its stockholders, the
amounts so received being credited to its surplus account or to a special
capital account, such amounts will not be considered income, although
there is no increase in the outstanding shares of stock of the corporation.
The payments in such circumstances are in the nature of voluntary assess
ments upon, and represent an additional price paid for, the shares of stock
held by the individual stockholders, and will be treated as an addition to
and as a part of the operating capital of the company. The cancellation
by a stockholder of indebtedness owing from the corporation usually has
the effect of increasing the capital and surplus of the corporation and not
of producing income. See articles 838 and 860.
Art. 544. Sale of capital assets.—Where property is acquired and later
sold for a higher price, the gain on the sale is income
Art. 561. Allowable deductions.—In general the deductions from gross
income allowed corporations are the same as allowed individuals, except
that corporations may deduct dividends received from other corporations
subject to the tax and may not deduct charitable contributions, and that
insurance companies are permitted special deductions. See section 214 of
the statute. Particularly, as to business expenses see articles 101-112; as
to interest paid see articles 121 and 122; as to taxes paid see articles
131-134; as to losses see articles 141-145; as to bad debts see articles
151-154; as to depreciation see articles 161-172; as to amortization see
articles 181-187; as to depletion see articles 201-233; and as to loss in
inventory see article 261.
Art. 562. Donations.—Donations made by a corporation for purposes
connected with the operation of its business, when limited to charitable
institutions, hospitals or educational institutions conducted for the benefit
of its employees or their dependents, are a proper deduction as ordinary
and necessary expenses.
Art. 564. Effect of tax-free covenant in bonds.—Corporations may
deduct taxes from gross income to the same extent as individuals, except
that in the case of corporate bonds or obligations containing a tax-free
covenant clause, the corporation paying a tax, or any part of it, whether
federal, state or otherwise, for some one else pursuant to its agreement
is not entitled to deduct such payment from gross income on any ground.
Art. 566. Discount on corporate bonds.—Where a corporation sells
its bonds at a discount, the amount of such discount, together with any
commission for selling and other expenses incidental to issuing the bonds,
constitutes a loss which should be prorated over the life of the bonds
sold. The amount thus apportioned to each year will be deductible from
the gross income of each such year until the bonds shall have been paid
or redeemed. See article 848.
Art. 567. Retirement of corporate bonds.—Where a corporation under
the terms of its indenture securing an issue of bonds is required annually
or at specified periods to purchase and retire a certain number of its
bonds and in doing so pays more than the issuing price of the bonds, the
loss sustained is an allowable deduction from gross income for the year
in which such purchase is made under the following conditions:
(1) If the bonds were sold at face value, then the loss is the difference
between the face value and the price at which they were repurchased for
retirement.
(2) If the bonds were sold at a premium or at a discount, then the
loss is the difference between the price at which the bonds were sold
and the price at which they were repurchased, plus, in the case of bonds
sold at a premium, the amount of such premium already returned as in
come, or minus, in the case of bonds sold at a discount, the amount of
such discount already deducted as a loss.
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When a corporation sets aside a part of its earnings for the purpose
of creating a sinking fund with which to retire its bonded or other
indebtedness, the annual additions to such funds are not allowable deduc
tions from gross income.
Art. 621. Returns.—Every corporation not expressly exempt from tax
and every personal service corporation must make a return of income,
regardless of the amount of its net income. In the case of ordinary
corporations the return shall be on form 1120. For returns of insurance
companies see article 623; of personal service corporations see article 624;
of foreign corporations see article 625; and of affiliated corporations see
section 240 of the statute and articles 631-638. A corporation having an
existence during any portion of a taxable year is required to make a
return.
Art. 624. Returns of personal service corporations.—Every personal
service corporation must make a return of income, regardless of the
amount of its net income. The return shall be on form 1065 (revised).
It shall be made for the taxable year of the personal service corporation;
that is, for its annual accounting period (fiscal year or calendar year, as
the case may be), regardless of the taxable years of its stockholders. See
sections 200, 212, and 218 of the statute and articles 1523-1532, 25, 26, and
325-333.
Art. 625. Returns of foreign corporations.—Every foreign corporation
having income from sources within the United States must make a return
of income on form 1120. If such a corporation has no office or place of
business here, but has a resident agent, he shall make the return. It is
not necessary, however, for it to be required to make a return that the
foreign corporation shall be engaged in business in this country or that
it have any office branch or agency in the United States. See article 548.
Art. 631. Affiliated corporations.—The provision of the statute re
quiring affiliated corporations to file consolidated returns is based upon
the principle of levying the tax according to the true net income and
invested capital of a single business enterprise, even though the business
is operated through more than one corporation. Where one corporation
owns the capital stock of another corporation or other corporations, or
where the stock of two or more corporations is owned by the same inter
ests, a situation results which is closely analogous to that of a business
maintaining one or more branch establishments. In the latter case, because
of the direct ownership of the property, the invested capital and net
income of the branch form a part of the invested capital and net income
of the entire organization. Where such branches or units of a business are
owned and controlled through the medium of separate corporations, it is
necessary to require a consolidated return in order that the invested capital
and net income of the entire group may be accurately determined. Other
wise opportunity would be afforded for the evasion of taxation by the
shifting of income through price fixing, charges for services and other
means by which income could be arbitrarily assigned to one or another
unit of the group. In other cases without a consolidated return excessive
taxation might be imposed as a result of purely artificial conditions exist
ing between corporations within a controlled group. See articles 785, 791,
802, and 864-869.
Art. 632. Consolidated returns.—Affiliated corporations, as defined in
the statute and in article 633, are required to file consolidated returns on
form 1120. The consolidated return shall be filed by the parent or prin
cipal corporation in the office of the collector of the district in which it
has its principal office. Each of the other affiliated corporations shall file
in the office of the collector of its district form 1122, along with the
several schedules indicated thereon.
Art. 633. When corporations are affiliated.—Corporations will be
deemed to be affiliated (a) when one corporation owns directly or controls
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through closely affiliated interests or by a nominee or nominees substan
tially all the stock of the other or others, or (b) when substantially all
the stock of two or more corporations is owned or controlled by the same
interests. The words “substantially all the stock” shall be deemed to
mean 95 per cent or more of the outstanding voting capital stock (not
including stock in the treasury) at the beginning of and during the taxable
year. When the stock ownership falls below 95 per cent, but is in excess
of 50 per cent, a full disclosure of affiliations shall be made, and if it
appears that the taxes can not be equitably assessed in such cases on the
basis of separate returns, consolidated returns may be required. The
words “by the same interests” shall be deemed to mean the same indi
vidual or partnership or the same individuals or partnerships, but when
the stock of two or more corporations is owned by two or more individuals
or by two or more partnerships a consolidated return is not required unless
the percentage of stock held by each individual or each partnership is
substantially the same in each of the affiliated corporations.

PART II B.

War Profits and Excess Profits Tax

Art. 811. Intangible and tangible property. — “Intangible property”
includes patents and goodwill and other like property. “Tangible prop
erty” includes all property other than intangible property. Most contracts
are intangible property and in the absence of a specific ruling by the
commissioner to the contrary should be so regarded for the purpose of
making returns. A contract may be treated as tangible property only
after the submission of a full statement as to its exact nature showing
to the satisfaction of the commissioner that it relates to rights in tangible
property to such an extent that its value arises chiefly therefrom. Asso
ciated Press, United Press and similar franchises and subscription lists
and mailing lists are intangible property.
Art. 812. Borrowed capital: securities.—Any interest in a corporation
represented by bonds, debentures or other securities, by whatever name
called, including so-called preferred stock, if with respect to the payment
of either interest or principal it ranks with or prior to the interest of
the general creditors, is borrowed capital and cannot be included in com
puting invested capital. Any such preferred stock may, however, be so'
included if it is deferred with respect to the payment of both interest and
principal to the interest of the general creditors.
Art. 813. Borrowed capital; amounts left in business.—Whether a
given amount paid into or left in the business of a corporation constitutes
borrowed capital or paid-in surplus is largely a question of fact. Thus,
indebtedness to stockholders actually cancelled and left in the business
would ordinarily constitute paid-in surplus, while amounts left in the
business representing salaries of officers in excess of their actual with
drawals, or deposit accounts in favor of partners in a partnership suc
ceeded by the corporation, will be considered paid-in surplus or borrowed
capital according to the facts of the particular case. The general principle
is that if interest is paid or is to be paid on any such amount, or if the
stockholder's or officer’s right to repayment of such amount ranks with or
before that of the general creditors, the amount so left with the corpora
tion must be considered as borrowed capital and be so treated in com
puting invested capital.
Art. 814. Borrowed capital; other illustrations.—Items such as deposits
or amounts due to other banks shown in the balance-sheet of a bank,
unexpired subscriptions shown in the balance-sheet of a publishing con
cern, etc., are deemed liabilities and can not be included in computing
invested capital.
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Art. 815. Inadmissible assets.—Stocks, bonds and other obligations
(other than obligations of the United States), the dividends or interest
from which are not required to be included in computing net income,
are inadmissible assets even though no such dividends or interest have
been actually paid or received during the taxable year. The failure to
pay or to receive dividends or interest does not change the status of such
securities as inadmissible assets. A corporation can not by including the
income from inadmissible assets as taxable income create the right to have
such assets considered admissible assets.
Art 818. Admissible assets.—Admissible assets include all assets other
than inadmissible assets. Organisation expenses and deferred charges
against future income are admissible assets. For all purposes of com
puting invested capital admissible assets must be valued in accordance
with the provisions of sections 326, 330 and 331 of the statute and the
articles thereunder.
Art. 831. Meaning of invested capital.—Invested capital within the
meaning of the statute is the capital actually paid in to the corporation by
the stockholders, including the surplus and undivided profits, and is not
based upon the present net worth of the assets, as shown by an appraisal
or in any other manner. The basis or starting point in the computation
of invested capital is found in the amount of cash and other property paid
in, the valuation at which such other property may be included being
determined in accordance with the statute and the regulations. The com
putation does not stop, however, with such original entries or amounts,
but also takes into account the surplus and undivided profits of prior years
left in the business. The invested capital of a corporation includes, gen
erally speaking, (a) the cash paid in for stock, (b) the tangible property
paid in for stock, (c) the surplus and undivided profits, and (d) the in
tangible property paid in for stock (to a limited amount), less, however,
the same proportion of such aggregate sum as the amount of inadmissible
assets bears to the total assets. Invested capital does not include borrowed
capital. See section 325 and articles 811-818.
Art. 836. Tangible property paid in; value in excess of par value of
stock.—Evidence offered to support a claim for a paid-in surplus must be
as of the date of the payment, and may consist among other things of (a)
an appraisal of the property by disinterested authorities made on or about
the date of the transaction; (b) certification of the assessed value in the
case of real estate; and (c) proof of a market price in excess of the par
value of the stock or shares. The additional value allowed in any case
is confined to the value definitely known or accurately ascertainable at the
time of the payment. No claim will be allowed for a paid-in surplus in a
case in which the additional value has been developed or ascertained
subsequently to the date on which the property was paid in to the
corporation, or in respect of property which the stockholders or their
agents on or shortly before the date of such payment acquired at a
bargain price, as for instance, at a receiver’s sale. Generally, allowable
claims under this article will arise out of transactions in which there has
been no substantial change of beneficial interest in the property paid in to
the corporation, and in all cases the proof of value must be clear and
explicit.
Art. 837. Surplus and undivided profits: paid-in surplus.—Where it is
shown by evidence satisfactory to the commissioner that tangible property
has been paid in by a stockholder to a corporation as a gift or at a value
definitely known or accurately ascertainable as of the date of such payment
clearly and substantially in excess of the cash or other consideration paid
by the corporation therefor, then the amount of the excess shall be deemed
to be paid-in surplus. Substantially the same kind of evidence will be
required under this article as under article 836. See further article 813.
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Art. 838. Surplus and undivided profits: earned surplus.—Only true
earned surplus and undivided profits can be included in the computation
of invested capital, and if for any reason the books do not properly reflect
the true surplus such adjustments must be made as are necessary in order
to arrive at the correct amount. In the computation of earned surplus and
undivided profits full recognition must first be given to all expenses in
curred and losses sustained from the original organization of the corpora
tion down to the taxable year, including among such expenses and losses
reasonable allowances for depreciation, obsolescence, or depletion of
property (irrespective of the manner in which such property was originally
acquired), and for the amortization of any discount on its bonds. There
can of course be no earned surplus or undivided profits until any deficit
or impairment of paid-in capital due to depletion, depreciation, expense,
losses, or any other cause has been made good. Where adequate evidence
is presented that the amounts written off or deducted in previous returns
of net income are in the aggregate incorrect or unreasonable, adjustments
must be made, and the taxpayer will be allowed a refund in respect of any
taxes overpaid in prior years, or in the case of an underpayment of taxes
will be additionally assessed.
Art. 845. Surplus and undivided profits: reserve for income and excess
profits taxes.—For the purpose of computing invested capital federal in
come and war profits and excess profits taxes are deemed to have been paid
out of the net income of the taxable year for which they are levied. It is
immaterial, therefore, whether reserves for the payment of such taxes for the
preceding year have been set up or not, or if set up whether such taxes
when paid have actually been charged against such reserves. Amounts
payable on account of such taxes for the preceding year may be included
in the computation of invested capital only until such taxes become due
and payable. A deduction from the invested capital as of the beginning
of the taxable year must therefore be made for such taxes or any instal
ment thereof, averaged for the proportionate part of the taxable year
after the date when the tax or the instalment is due and payable. Where
as the result of an audit by the commissioner, or the acceptance of an
amended return, or for any other reason, the amount of any such tax for
the preceding year is subsequently changed, a corresponding adjustment
will be made in the invested capital for the taxable year upon the same
basis as if the corrected amount of the tax for the preceding year had
been used in the original computation of the invested capital for the tax
able year. See article 1541.
Art. 850. Surplus and undivided profits: current profits.—Profits earned
during any year can not be included in the computation of invested
capital for that year, even though during the year such profits are set up
as surplus on the books or assumed to be distributed in the form of stock
dividends. If a dividend is declared and paid during any year out of
the profits of that year and the stockholders pay back into the corporation
all or a substantial part of the amount of such dividends, the amount so
paid back can not be included in the computation of invested capital unless
the corporation shows by evidence satisfactory to the commissioner that
the dividends were paid in good faith and without any understanding,
express or implied, that they were to be paid back.
Art. 851. Intangible property paid in.—The actual cash value of in
tangible property paid in for stock or shares must be determined in the
light of the facts in each case. Among the factors to be considered are
(a) the earnings attributable to such intangible assets while in the hands
of the predecessor owner; (b) the earnings of the corporation attributable
to the intangible assets after the date of their acquisition; (c) represen
tative sales of the stock of the corporation at or about the date of the
acquisition of the intangible assets; and (d) any cash offers for the pur
chase of the business, including the intangible property, at or about the
time of its acquisition. A corporation claiming a value for intangible
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property paid in for stock or shares should file with its return a full state
ment of the facts relating to such valuation. See also article 835.
Art. 852. Percentage of inadmissible assets.—For the purpose of ascer
taining the deductible percentage the amount of inadmissible assets held
during the year may ordinarily be determined by dividing by two the sum
of the amount of such assets held at the beginning of the year and the
amount held at the end of the year. The total amount of admissible and
inadmissible assets held during the year may ordinarily be determined by
dividing by two the sum of the amount of such assets held at the begin
ning of the year and the amount at the end of the year. If at any time
a substantial change has taken place either in the amount of inadmissible
assets or in the total amount of admissible and inadmissible assets, the
effect of such a change shall be averaged exactly from the date on which it
occurred. In any case where the commissioner finds that either amount
determined as above provided does not substantially reflect the average
situation throughout the year, and that the amount of each kind of assets
held on a given day of each month throughout the year or at more fre
quent intervals can be determined, the amount of inadmissible assets and
the amount of both kinds of assets held during the year shall be deter
mined by averaging the amounts held at such several times. In making
the computations under this article the valuation at which each asset is
carried shall be adjusted in accordance with the provisions of the statute
and of the regulations relating to the valuation of assets for the purpose
of computing invested capital. It is immaterial whether such assets were
acquired out of invested capital or out of profits earned during the year
or borrowed capital.
Art. 853. Changes in invested capital during the year.—The invested
capital as of the beginning of any period of one year or less should be
adjusted by an appropriate addition or deduction for each change in in
vested capital during the period. The amount so added or deducted in
each case is the amount of the change averaged for the time remaining in
the period during which it is in effect. The fraction used in finding such
average is the number of days remaining in the period (including the
day on which the change occurs) over the number of days in the period.
Art. 857. Method of determining available net income.—Whether at
the time of any payment made during the taxable year there is sufficient
income of the taxable year available for such payment, or whether the
surplus or undivided profits as of the beginning of the taxable year must
be reduced by the amount of such payment, will be determined according
to the following principles:
(1) The aggregate amount of earnings for the taxable year available for
all purposes up to any given date will, unless otherwise shown by the books,
be determined upon the basis of the same proportion of the net income for
the taxable year (as finally determined for the purpose of income and
excess profits taxes) as the part of the year already elapsed is of the
entire year (determined in the manner provided in article 853).
(2) The aggregate amount available will be deemed to be applied for
the following purposes in the order in which they are stated: (a) accrued
federal income and war excess profits taxes for the taxable year (see
article 845); (b) dividends paid after the expiration of the first sixty
days of the taxable year (see section 201 of the statute and article 1541) ;
and (c) other corporate purposes, including the purchase of outstanding
stock of the corporation previously issued (see article 862).
(3) Where the amount available is determined by prorating the net
income for the year, and as a result of an audit of a return by the com
missioner, the acceptance of an amended return or any other reason, the
amount of the net income is subsequently changed, a corresponding ad
justment will be made in the invested capital in so far as it is affected
by this article, upon the same basis as if the corrected amount of the net
income had been used in the original computations under this article.

297

The Journal of Accountancy
Art. 858. Effect of ordinary dividend.—A dividend other than a stock
dividend affects the computation of invested capital from the date when
the dividend is payable and not from the date when it is declared, except
that where no date is set for its payment the date when declared will be
considered also the date when payable. For the purpose of computing
invested capital a dividend paid after the expiration of the first sixty days
of the taxable year will be deemed to be paid out of the net income of the
taxable year to the extent of the net income available for such purpose
on the date when it is payable. See article 857. The surplus and
undivided profits as of the beginning of the taxable year will be
reduced as of the date when the dividend is payable by the entire
amount of any dividend paid during the first sixty days of the taxable year
and by the amount of any other dividend in excess of the current net
income available for its payment. From the date when the dividend is
payable the amount which the several stockholders are entitled to receive
will be treated as if actually paid to them, whether or not it is so paid in
fact, and the surplus and undivided profits, either of the taxable year or
of the preceding years, will in accordance with the foregoing provisions
be deemed to be reduced as of that date by the full amount of the divi
dend. Amounts paid to stockholders in anticipation of dividends, or
amounts withdrawn by stockholders in excess of dividends declared, will
in computing invested capital have the same effect as if actually paid as
dividends. See also article 813, and see generally section 201 and articles
1541-1548.
Art. 859. Effect of stock dividend.—The payment of a stock dividend
has no effect upon the amount of invested capital. Such items as appraised
value of goodwill, appreciation in value of real estate or other tangible
property, etc., although carried to surplus and distributed as stock divi
dends, can not in this manner be capitalized and included in computing
invested capital. If a corporation has paid a stock dividend in excess of
its true surplus, it can not be deemed to have any greater invested capital
than could have been computed had no such stock dividend been paid.
Art. 860. Impairment of capital.—Capital or surplus actually paid in
is not required to be reduced because of an impairment of capital in the
nature of an operating deficit, except where there has been directly or
indirectly a liquidation or return of their investment to the stockholders,
in which case full effect must be given to any liquidation of the original
capital.
Art. 861. Surrender of stock.—Where stock which has originally been
issued or exchanged by the corporation for property (tangible or intan
gible) is returned to the corporation as a gift or for a consideration sub
stantially less than its par value, the stock so returned shall not be treated
as a part of the stock issued or exchanged for such property. The pro
ceeds derived in cash or its equivalent from the resale of the stock so
returned shall, however, be included in computing invested capital. See
article 542.
Art. 862. Purchase of stock.—Where a corporation either directly or
indirectly, as for example through a trustee, has prior to the taxable year
bought its own stock, either for the purpose of retirement or of holding
it in the treasury or for other purposes, the entire cost of such stock must
be deducted from the aggregate invested capital as of the beginning of
the taxable year, if such deduction has not already been made. Where
such stock is purchased during the taxable year a deduction from the in
vested capital as of the beginning of the taxable year and effective from
the date of such purchase is required only to the extent that such stock
has not been purchased out of the undivided profits of the taxable year.
See article 857. The full amount derived in cash or its equivalent from
the resale of such stock may be included in the invested capital from the
date of such resale. See article 542.
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Art. 863. Invested capital and other measures of capital.— (a) The
invested capital as here defined may differ from the capital as shown on
the books of the corporation. In such event no changes should be made
in the books themselves. The corporation should, however, in all cases
keep a permanent record of the adjustments which are made in comput
ing invested capital, (b) Section 1000 of the statute imposes a tax: on the
fair value of the capital stock of corporations. As in the case of the war
profits and excess profits tax, the invested capital is based upon the actual
investment of the stockholders in the corporation, irrespective of the
present value of its assets, and in the case of the capital stock tax the
fair value looks to the present value of the corporation’s assets, irrespec
tive of the amount of the investment of the stockholders therein, the
amount determined as the fair value of the capital stock for the purpose
of the capital stock tax can have no bearing upon the determination of
invested capital.
Art. 867. Affiliated corporations: stock of subsidiary acquired for cash.
—When all or substantially all of the stock of a subsidiary corporation
was acquired for cash, the cash so paid shall be the basis to be used in
determining the value of the property acquired.
Art. 868. Affiliated corporations: stock of subsidiary acquired for stock.
—When substantially all the stock of a subsidiary corporation was ac
quired with the stock of the parent corporation, the amount to be included
in the consolidated invested capital in respect of the corporation acquired
shall be the actual cash value of the stock of the subsidiary corporation
at the date or dates acquired, measured by the cash value of its net assets
at such date or dates (the cash value of tangible and intangible assets
being separately determined), but limited to the par value of the stock
of the parent corporation issued therefor, or if the stock of the parent
corporation has no par value, then limited to the value of such non-par
value stock ascertained in accordance with the provisions of section 325
(b) of the statute. If in connection with such acquisition a paid-in sur
plus is claimed, such claim will be subject to the provisions of article 837.
Art. 869. Affiliated corporations: invested capital for pre-war period.—
The invested capital of affiliated corporations for the pre-war period shall
be computed on the same basis is the invested capital for the taxable year,
except that where any one or more of the corporations included in the
consolidation for the taxable year were in existence during the pre-war
period, but were not then affiliated as herein defined, then the average
consolidated invested capital for the pre-war period shall be the average
invested capital of the affiliated corporations plus the average invested
capital of the corporations not affiliated during the pre-war period. Full
recognition, however, must be given to the provisions of section 330 of
the statute, particularly the last paragraph thereof, and of articles 931-934.
Art. 941. Valuation of asset upon change of ownership.—Where a
business is reorganized, consolidated or transferred, or property is trans
ferred, after March 3, 1917, and an interest of fifty per cent. or greater
in such business or property remains in any of the previous owners, then
for the purpose of determining invested capital each asset so transferred
is valued (a) as if still in the possession of the previous owner, if a
corporation, or, if not a corporation, (b) at its cost to such previous
owner, with proper adjustments for losses and improvements. This pro
vision is accordingly concerned with the computation of invested capital for
the taxable year, while section 330 of the statute is chiefly concerned with
the determination of invested capital for the pre-war period. See articles
931 and 932.
PART IV
Definitions and General Provisions
Art. 1543. Dividends paid in property.—Dividends paid in securities or
other property (other than its own stock), in which the earnings of a cor-
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poration have been invested, are income to the recipients to the amount of
the fair market value of such property when receivable by the stockhold
ers. A dividend paid in stock of another corporation is not a stock divi
dend. Where a corporation declares a dividend payable in stock of an
other corporation, setting aside the stock to be so distributed and notifying
the stockholders of its action, the income arising to the recipients of such
stock is its fair market value at the time the dividend becomes payable.
Scrip dividends are subject to tax in the year in which the warrants are
issued.
Art. 1583. Inventories at cost.—Cost means:
(1) In the case of merchandise purchased, the invoice price less trade
or other discounts except strictly cash discounts approximating a fair
interest rate, which may be deducted or not at the option of the taxpayer
provided a consistent course is followed. To this net invoice price should
be added transportation or other necessary charges incurred in acquiring
possession of the goods. Goods taken in the inventory which have been
so intermingled that they can not be identified with specific invoices will
be deemed to be the goods most recently purchased.
(2) In the case of merchandise produced by the taxpayer, (a) the cost
of raw materials and supplies entering into or consumed in connection with
the product, (b) expenditures for direct labor, (c) indirect expenses inci
dent to and necessary for the production of the particular article, including
in such indirect expenses a reasonable proportion of management expenses,
but not including any cost of selling or return on capital whether by way
of interest or profit.
In any industry in which the usual rules for computation of cost of
production are inapplicable, costs may be approximated upon such basis
as may be reasonable and in conformity with established trade practice in
the particular industry.
Art. 1584. Inventories at market.—Market means the current bid price
prevailing at the date of the inventory for the particular merchandise, and
is applicable to goods purchased and on hand and to basic materials in
goods in process of manufacture and in finished goods on hand, exclusive,
however, of goods on hand or in process of manufacture for delivery
upon firm sales contracts at fixed prices entered into before the date of the
inventory. Where no open market quotations are available the taxpayer
must use such evidence of a fair market price as may be available to him,
such as specific transactions in reasonable volume entered into in good
faith, or compensation paid for cancellation of contracts for purchase
commitments. The burden of proof will rest upon the taxpayer in each
case to satisfy the commissioner of the correctness of the prices adopted.
Art. 1585. Inventories by dealers in securities.—A dealer in securities,
who in his books of account regularly inventories unsold securities on hand
either (a) at cost or (b) at cost or market value whichever is lower, may
make his return upon the basis upon which his accounts are kept; pro
vided that a description of the method employed shall be included in or
attached to the return, that all the securities must be inventoried by the
same method, and that such method must be adhered to in subsequent
years, unless another be authorized by the commissioner. For the pur
pose of this rule a dealer in securities is a merchant of securities, whether
an individual, partnership or corporation, with an established place of
business, regularly engaged in the purchase of securities and their resale to
customers, that is, one who as a merchant buys securities and sells them
to customers with a view to the gains and profits that may be derived
therefrom. If such business is simply a branch of the activities carried
on by such person, the securities inventoried as here provided may include
only those held for purposes of resale and not for investment. Taxpayers
who buy and sell or hold securities for investment or speculation, and not
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in the course of an established business, and officers of corporations and
members of partnerships, who in their individual capacities buy and sell
securities, are not dealers in securities within the meaning of this rule,

TREASURY RULINGS
(T. D. 2792, Feb. 19, 1919)
Income tax
Extension of time in which to file returns of taxpayers for the year 1918
with the collector of internal revenue for the district of Hawaii,
pursuant to the requirements of the new revenue act
Because of the fact that it will be impossible to put into the hands of
taxpayers residing or located in the internal-revenue district of Hawaii
the blank forms and instructions prescribed by this department for the use
of taxpayers in making returns pursuant to the new revenue act in time
for such returns to be filed on or before the due date (March 15, 1919),
an extension of time of 60 days from that date is hereby granted to all
taxpayers filing returns in the internal-revenue district of Hawaii.
(T. D. 2794, Feb. 21, 1919)

Income taxes
Meaning of “nonresident alien"
“Nonresident alien individual” means an individual (a) whose resi
dence is not within the United States and (b) who is not a citizen of the
United States. Residence will be determined in accordance with the fol
lowing :
(1) Establishment of residence.—Any alien living in the United States
who is not a mere transient, as explained below, is a resident of the United
States for purposes of the income tax. Whether he is a transient or not is
determined by his intentions with regard to his stay. If he lives in the
United States, and has no definite intention as to his stay, he is a resident.
The best evidence of his intention is afforded by the conduct, acts, and
declarations of the alien. The typical transient is one who stops for a
short time in the course of a journey through the United States, some
times performing labor, sometimes not; or one who enters the United
States intending only to stay long enough to carry out some purpose,
object, or plan not involving an extended stay in the United States. A
mere floating intention, indefinite as to time, to return to another country,
is not sufficient to constitute him a transient.
(2) Proof of residence.—An alien’s statements as to his intention with
regard to residence are not conclusive, but when unequivocal will deter
mine the question of his intention, unless his conduct, acts, or other sur
rounding circumstances contradict the statements. It sometimes occurs
that an alien who genuinely intends his stay to be transient may put off his
departure from time to time by reason of changed conditions, remaining
a transient though living in the United States for a considerable time.
The fact that an alien’s family is abroad does not necessarily indicate that
he is a transient rather than a resident. An alien, who enters this country
intending to make his home in a foreign country as soon as he has accumu
lated a sum of money sufficient to provide for his journey abroad, is to be
considered a transient provided his expectation in this regard may reason
ably be fulfilled within a comparatively short time, considering the rate of
his saving.
(3) Loss of status as a resident.—It will be presumed that an alien
who has established a residence in the United States, as outlined above,
continues to be a resident until he or his family evidence an intention to
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change residence to another country by starting to remove. Thus, alien
residents who, following the armistice agreement of November, 1918, take
steps toward returning to their native countries, as by applying for pass
ports, are to be regarded as residents for that portion of the taxable year
which elapsed up to the time such step was taken.
(4) Practice of employers in determining status of alien employees.—
Aliens employed in the United States are prima facie regarded as non
residents. If wages are paid without withholding the tax, the employer
should be provided with written proof of facts which overcome the pre
sumption that such alien is a nonresident. Such facts include the follow
ing: (a) If an alien has been living in the United States for as much as
one year immediately prior to the time he entered the employment of the
withholding agent or if he has been regularly employed by an individual
resident in the United States or by a resident corporation in the same city
or county for as much as three months immediately prior to any payment
by the employer, he may be treated as a resident in deciding as to the
necessity of withholding part of such payment, provided no facts are
known to the employer showing that he is in fact a transient, such as one
of the types mentioned under (1). The facts with regard to the length
of time the alien has thus lived in this country or has been so regularly
employed may be established by the certificate of the alien, (b) The em
ployer may also obtain evidence to overcome the prima facie presumption
of nonresidence by securing from the alien form 1078, revised, properly
executed, or an equivalent certificate of the alien establishing residence.
Having secured such evidence from the alien, the employer may rely
thereon unless the statement of the alien was false and the employer had
reasonable cause to believe it false, and may continue to rely thereon until
the alien ceases to be a resident under the provisions of the preceding
paragraph. An employer who seeks to account for failure to withhold
before this date, if he did not at the time secure form 1078, or its equiva
lent, is permitted to prove the former status of the alien by any material
evidence.
(5) T. D. 2242 is modified so far as inconsistent herewith.
Form 1078, as revised, is as follows:
Form 1078, revised.
[This certificate has no effect on citizenship.]

Certificate of alien claiming residence in the United States
[To be filed with withholding agent by alien residing in the United States
for the purpose of claiming the benefit of such residence
for income tax purposes.]
I hereby declare that I am a citizen or subject of .............; that I
arrived in the United States on or about.............; that I am living in the
United States and have no definite intention as to when (if at all) I will
make another country my home; that the address in the United States
where any notices relative to income tax may be sent or mailed to me is

(Street and number.)

(City.)

Sworn to and subscribed before me this
............ day of............. . 191..
(Official capacity.)
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(State.)
(Signed)..................................

Income Tax Department
(T. D. 2796, Feb. 27, 1919)
Returns of information
The time for filing returns of information, fiduciary returns (form 1041),
withholding returns (forms 1042 and 1013), and partnerships as
hereinafter outlined, is extended to May 15, 1919, and to
March 15, 1919, in the case of corporations and
partnerships having a fiscal year ending in 1918
In view of the delay in the final passage of the revenue act of 1918
and of the preparation of the forms required thereunder, an extension of
time to include May 15, 1919, is hereby granted for the filing of returns
of information (forms 1099 and 1096), fiduciary returns (form 1041),
annual withholding returns (form 1042, accompanied by form 1098 and
form 1013), returns of partnerships which are required to file returns on
the calendar year basis, and all other returns which are not the basis for
the assessment of the tax.
This decision shall not be construed as relieving taxpayers from filing
returns which serve as a basis for assessment, even though the person
making the return is not taxable thereon; nor as relieving beneficiaries,
partners, and stockholders of personal-service corporations from including
in their personal returns their distributive share of the income accruing to
the trust or estate or the partnership or personal-service corporation,
whether distributed or not.
Partnerships and corporations having a fiscal year ending in 1918 which
have secured extensions of time which have not expired are hereby granted
an extension of time to March 15, 1919, for the filing of such returns.
When the returns are filed, two forms should be used and two computations
made, one showing on the return form used for 1917 the tax calculated on
the whole income for the entire period under the provisions and at the rates
prescribed by the act of October 3, 1917, the other showing on the form
for 1918 the tax on the whole income for the entire period, calculated
under the provisions and at the rates prescribed by the revenue act of
1918. The tax due will be the sum of so many twelfths of the first amount
as there are months in 1917 covered by the return, and of the second
amount as there are months in 1918.
In view of the disturbed conditions abroad and the consequent inter
ference with the usual channels of communication, an extension of time
for filing returns of income for 1918 and subsequent years is hereby
granted in the case of alien individuals actually living beyond the boun
daries of the United States, and corporations, or their proper represen
tatives in the United States, and of American citizens residing or travel
ing abroad, including persons in military or naval service on duty outside
the United States, for such period as may be necessary, not exceeding 90
days after proclamation by the president of the end of the war with Ger
many. In all such cases an affidavit must be attached to the return, stating
the causes of the delay in filing it, in order that the commissioner may
determine whether the failure to file the return in time was due to a rea
sonable cause and not to wilful neglect. If the showing justifies the con
clusion that the failure to file the return in time was excusable, no penalty
by way of addition to the tax will be imposed, except interest, as pro
vided by the statute.

(T. D. 2797, March 11, 1919)
Time of payment of tax where a corporation has filed a return for a fiscal
year ending in 1918
If a corporation has before February 25, 1919, filed a return for a fiscal
year ending in 1918 and paid or become liable for a tax computed under
the revenue act of 1917, and is subject to additional tax for the same
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period under the revenue act of 1918, the return covering such additional
tax shall be filed at the same time as returns of persons making returns
for the calendar year 1918 are due under existing rulings, and payment of
such additional tax is due in the same instalments and at the same times
as in the case of payments based on returns for the calendar year 1918.
If no part of the tax for such fiscal year was due until after February 24,
1919, the whole amount of tax due, including tax due under the original
return and additional tax due under the amended return, will be payable
in the same instalments and at the same times as in the case of payments
based on returns for the calendar year 1918.
(T. D. 2804, March 13, 1919)

Extension of time for filing returns of partnerships whose fiscal year
ended in 1918
By treasury decision 2796 the time for filing certain classes of returns
which are not the basis for an assessment of tax was extended to May 15,
1919, and the time for filing returns of partnerships and corporations hav
ing a fiscal year ended on the last day of some month (other than Decem
ber) in the year 1918, and which had secured extensions of time in' which
to file returns, such extensions not having expired, was further extended
to March 15, 1919.
In view of the fact that necessary forms are not yet available, a fur
ther extension to May 15, 1919, is hereby granted all such partnerships.
Individual members of such partnerships, as in the case of partnerships
filing on the basis of the calendar year, will be required to include in their
individual returns their distributive shares of the earnings of such partner
ships (ascertained or estimated) and pay at least one-fourth of the tax
due on March 15th.
(T. D. 2805, March 14, 1919)

Amended returns may be accepted so that the taxable year of affiliated
corporations will coincide
In any case where an affiliated corporation has made its income tax
return on the basis of a taxable year different from that on the basis of
which a consolidated excess profits tax return in which it is included has
been made under the provisions of articles 77 (par. 1415) and 78 (par.
1417) of regulations 41 and of T. D. 2662 (1418), an amended income tax
return may be made on the basis of the same taxable year as the con
solidated return, even though notice was not given within the time pre
scribed in articles 211 to 215 (par. 1488 to 1495), inclusive, of regulations
No. 33 (revised) or in regulations 45 (par. 2840). In such a case an
amended income tax return shall also be made for any unaccounted for
portion of the corporation’s taxable year.
Collectors of internal revenue may accept amended returns made under
the provisions of this treasury decision.
Greeley & Giles announce the dissolution of the firm by mutual consent.
Harold Dudley Greeley will continue practice in the present offices, 149
Broadway, New York. Cecil D. Giles will continue practice during April at
the same address.
It is announced that C. R. Hegan has retired from the firm of Webb,
Read, Hegan & Co., and the practice hereafter will be continued under the
firm name of Webb, Read & Co., with offices in England and Canada.
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